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Memorandum to: Participants in Working Group of the IG-IEP
on LDC Debt Problems

From: Thomas C. Dawéég%7

Subject: Proposals for'Addressing the International Debt
Situation

Attached is a set of draft papers prepared by the working
"grouplet®” which elaborate on various proposals for addressing
the international debt situation. In some cases details of the
proposals were so skethchy that the authors made some assumptions
about how such proposals might operate. Your suggestions or
comments in this regard are welcome. Each of the papers contains
pros and cons and again, your comments are regquested.

If you have comments on individual papers please forward
them in writing to the appropriate staff person, as noted below,
with a copy to Pamela Bradley in Rm 5410, Treasury. All comments
should be provided by cob March 24.

Title Send Comments To

One-year Grace on 1983 Public Debt Gary Maybarduk, Rm 4830
State Dept., 632-3024

pPostponement of Debt Service Payments Jim Lister, Rm 5323

Due in 1983 to Private Lenders Treasury Dept., 566-5628

Exchange Participation Notes Pamela Bradley, Rm 5410
Treasury Dept., 566-2173

Retroactive Terms Adjustment Marilyn Seiber, Rm 3850
Commerce Dept., 377-2867

Developing-Country Debt Corporation Marilyn Seiber

"Safety Net" for Commercial Banks Jim Lister

Debt Commission ' Gary Maybarduk

Large Scale Debt Restructuring Paul Krugman, Rm 417
OEOB, 395-4634

Buyout of Small Creditors Paul Krugman

Secondary Market Mike Liikala, Rm 3427

Commerce Dept., 377-0709
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One-Year Grace on 1983 Public Debt

Description: Debt servicing due in 1983 would be given a
che-year grace and would be converted to a balloon payment
with maturity in, say, five years (1989). Debt service due
in 1984 would be paid as scheduled. This approach provides
a year's time for conditions to "return to normal® and for
some adjustment to take place. It treats every country
equally, and its features are relatively simple. The grace
period could be conditioned on the implementation of an IMF
supported stabilization program and might apply to only a
fraction of the debt service which could vary according to
the economic circumstances of the country.

This proposal is a variation of others that have called

for conversion of short-term bank debt to long-term debt or
"a massive renegotiation of outstanding indebtedness which
spreads existing debt out farther into the future, reduces
the annual debt service burden, and evens out the bunching
of maturities™ (CSIS - Georgetown Center for Strategic and
International Studies). William Colby has gone even further
by proposing a five year debt moratorium on principal and
interest combined with trade and economic policy initiatives.

Pros

o A one-year grace establishes a structured, uniform
approach rather than the ad hoc, unilateral moratoria
announced by individual countries, e.g., Argentina,
Brazil, Mexico, Romania.

o A uniform program gives more certainty to the inter-
national financial community rather than waiting and
wondering what policies countries will invoke. Moreover,
as the list of countries taking unilateral actions
grows, other countries may follow suit.

o The concept is relatively simple, no monitoring bureau-
cracy would be required and it treats every country
equally.

cons

o Given that substantial recovery in LDC exports is
unlikely in 1983, the proposal could be viewed as only
postponing the problem without providing a solution.
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o The proposal in its pure form presumes that all
debtors are having a problem and that the problem is
of the same magnitude and ignores the need for
reform. In some instances more generous debt relief
is appropriate and in others less or no debt relief
is necessary. To the extent these deficiencies are
addressed by incorporating conditionality and
flexibility, with respect to the portion of debt
service deferred, the proposal approaches the
current Paris Club approach.

o Collective treatment of debtors by creditors
is likely to result in collective treatment of
creditor by debtors increasing the debtor's leverage
and raising the prospect of coordinated repudiation.

o Negotiations among creditors would not be simple
and even if agreement could be reached it would likely
not occur until long after much of the problem would
have been handled by current ad hoc procedures.

o Colby's proposal would be viewed as a giveaway and

would face major objections from Congress that would
jeopardize our aid program.
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Proposal Postponement of Debt Service Payments Due in

1983 to Private Lenders

PurEose

This proposal, like its companion covering debt service
to official lenders, would be aimed at providing "breathing
space” to eligible developing countries while they formulated
and implemented adjustment policies -- i.e., alleviating the

burden of adjustment.

Description

(a) Consolidation Period. January 1 to December 31,

1983.

(b) Terms. Substantial grace period of say, five
years (alternatively, grace period could vary among debtor
countries). Balloon repayment (alternatively, repayment
over a specified number of years after expiration of grace
period}.

(c) Country Eligibility. While the proposal could be

applied globally to all countries qualifying as "developing,”
it could be targeted more specifically. The criteria chosen
would presumably reflect both need of the country and its
adoption of a sound economic program. Being in good standing
on an upper tranche standby agreement with the IMF is one
possibility.

{d} Creditors Covered. Commercial banks hold most of

the debt owed to private lenders. Also, they generally are

the only private creditor group in a position to reschedule
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since others (bondholders, suppliers) are a more diverse
group -- less able to cope with the legal and administrative
implications -- and less familiar with the balance of payments
considerations which govern both the need for a rescheduling
and the likelihood of its success. Accordingly, the proposal
would probably have to be confined to bank credits. Natu-
rally, it would not apply to credits guaranteed by governments;
these would be covered by whatever parallel arrangement appli-
cable to official lenders {see separate paper).

(e) oObligors Covered. The proposal could cover all

obligors in eligible countries deemed to have "country risk"
{({i.e., excluding entrepot entities such as shipping companies
registered in Liberia) or be confined to debt which is owed
or guaranteed by the public sector (public debt). (Public
debt constitutes roughly half of the total debt owed to banks
by residents of developing countries,) It would be easier

to compile data and negotiate terms on the public portion.
But there may be reasons to avoid differential treatment.

(f) Prayments Covered. A key question is whether both

interest and principal would be covered, or just principal.
The tricky question of interest might best be left open, to

be determined according to assessment of total relief required
from this scheme when and if implemented, by specifying that

a certain percentage of interest payments (to be determined on
a case by case basis -- ranging from zero to 100%) would be
covered.,

{g) Maturity Covered, Either with or without short-term

debt. Inclusion of short-term debt seems unavoidable {and
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would avoid the problem or original vs., residual maturity),
given the high proportion it constitutes of total debt to banks.

(h) Compelling Banks' Participation. Most countries

would be unable or unwilling to require their banks to par-
ticipate in a scheme to concede grace on debt service. It
would have to be organized by the banking community, e.g., by
the newly established Institute of International Finance
(Ditchley Group). Impetus could be given, however, if offic-
ial creditors imposed the standard "comparability® condition on
(presumed) parallel relief they granted or if the IMF predica-
ted its assistance on the borrowing country's obtaining a
specified relief from private creditors. Of course banks would
insist on participation by all banks, and could try to involve
nonbank creditors as well -- see (d) above.
Analysis

Insofar as it pertains to principal repayments, this
scheme would in essence codify and give official blessing
to methods now being employed on an ad hoc basis. The debtor
countries cannot make net repayments on their foreign debt
(no country in current account deficit can do so unless it
has an abundance of reserves or can attract unusually large
volumes of direct investment).

In good times the borrower has no difficulty in obtaining
sufficient new credit to roll over maturing principal and
net additional funds that can be used to finance the current
account deficit, which includes net interest payments. 1In
difficult times the banks not only resist extending net new

credits but may also try to reduce existing claims -- a
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logical and justifiable attitude from the narrow perspective
of the individual bank, but one which is of the "beggar-thy-
neighbor" variety and not possible for banks in the aggregate.
A rescheduling deals with this problem by ensuring that all
banks postpone a given percentage of principal (up to 100
percent), normally covering a single year but possibly cover-
ing payments due over a longer period,

In recent cases, banks have agreed as well to extend
additional credits; in one case {Poland) the amount of new
money was determined as a percentage of interest payments
due, Banks are very reluctant, however, to establish a
direct link between new lending and interest payments due
them (i.e., "capitalizing" interest -- generally deemed to be
an imprudent banking practice).

A listing of "bullet” pros and cons follows:

Pros

1. Does not differ substantively from what is now being
done on case-by-case basis (in fact, terms of typical re-
schedulings now provide perhaps four years for repayment --
although after three rather than five years of grace).

2. Provides certainty to the financial community as to how
liquidity problems will be handled.

3. Could be implemented quickly.

4, Relatively simple in concept (although decisions on
country eligibility, coverage, etc., would be difficult to
agree on).

5. Could be implemented without establishing new institutions.

6. Would deflect domestic pressure in debtor countries for
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unilateral action.
Cons
1, As a fixed formula, would provide more relief than many
countries need and less than many others need, although
criteria for participation could resolve this problem. Par-
ticularly unlikely to provide meaningful amounts to LDCs
with liquidity difficulties if restricted to certain debts,
or if interest is not covered, unless applied in conjunction
with other programs.,
2. Establishes precedent for similar relief in future years.
3. Likely to discourage banks from undertaking additional
new lending in 1983 since they would argue that they had
done what was asked, and may result in lower lending beyond
1983 due to perception of greater risk.
4. (If interest is included) would raise many problems for
banks, and regulators. It would be difficult to justify
accruing postponed interest (i.e., recognizing it as income),
and widespread non-accrual could cause losses sufficient in
magnitude to undermine perceived strength of some banks
involved.
5. Failure to tie country eligibility to upper tranche IMF
program or comparable criteria would dilute ability to direct
assistance where needed and to induce appropriate adjustment.
6. Although not very different from existing practices on
an ad hoc basis, most governments have no means to compell
their banks' participation. As a result, it would be ex-
tremely difficult to negotiate with other governments safe-

guards that would ensure participation by all banks on terms
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that would neither be, nor seen to be, a "bail-out" by official

lenders.

7. Allows debtors to negotiate collectively, thereby increasing

their leverage.
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Exchange Participation Notes

Progosal

As a substitute for principal repayments on unofficial
balance of payments loans, central banks of "qualifying"
debtor countries would issue Exchange Participation Notes
(EPN). These Notes would be negotiable debt instruments with
repayment tied to the debtor country's future foreign exchange
earnings.

Description and Purpose

In lieu of principal payments on outstanding balance of
payments loans, creditors would receive Exchange Participation
Notes, which would provide them proportional rights (based on
amount of credit outstanding) to some agreed percentage of gross
annual current account foreign exchange receipts. Interest
payments on this "converted" debt would be maintained in
accordance with the original loan documentation, or it could
be assigned to the holder of the EPN, or combined with
principal in the EPN itself. To qualify for issuance of
EPNs a country would be required to have structural financial
problems serious enough to justify an IMF extended fund
facility program and to have one in place.

The central banks of the debtor countries would accept
responsibility for redeeming EPNs and would also act as
collection and paying agents. The resources and activities
of the BIS, IMF, and creditor central banks would be directed
primarily to keeping the debtors' interest payments current.

If necessary, some percentage of the interest paid to commercial
lenders could be re-extended to the borrowers as short-term

trade credits.
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The purpose of this proposal, according to its authors,l/
is to correct perceived distortions in the international
financial system caused by recent worldwide economic events,
and to prevent the transformation of the international
financial system from "an engine of growth to a system designed
mainly to support current debt levels.™

That is, in recent years increasing amounts of credit
have been extended for purposes unrelated to those purported
in the loan documentation, or with no secure means of repyament,
For example, two or even three year money has been provided for
commodity imports -- in essence a disguised form of balance of
payments financing. Likewise, creditors once channeled funds
into capital-forming enterprises, particularly export industries,
which, in turn, would generate sufficient hard currency earnings
to amortize the respective méturity schedules. These same
creditors now lend money for unstructured balance of payments
loans.

Despite the disparity in repayment prospects, private sector
debt reschedulings have been based on the premise that all
creditors receive equal or pari pasu treatment. The authors
of the EPN proposal find this inappropriate and beleive that
project loans -- where earnings from the project are dedicated
to loan repayment and lenders have control over a collateralized
account —-and loans secured by assets, should be excluded
from a rescheduling, or at least rescheduled on terms separate

from balance of payments lcoans. The issuance of Exchange

1/ Norman Bailey, R. David Luft, and Roger Robinson
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Particpation Notes would apply, therefore, only to unofficial

balance of payments loans.

Pros

1. A system of Exchange Participation Notes would provide
incentives to expand world trade and to support the
economic adjustment programs of financially troubled
countries. That is, it would be in the interests of
the holders of EPNs to provide additional credit linked
to specific projects which would generate foreign exchange
earnings, thus restoring the payback rationale which has
been overlooked in recent years.:

2. Banks would be able to replace guestionable assets --
rescheduled loans =-- with more negotiable ones and, in
many cases, reduce or avoid the necessity of providing
for losses.

3. Once procedural and bureaucratic mechanisms were in place,
payments would be automatic.

4. Borrowers would obtain debt relief on balance of payments
debt commensurate with their actual ability to pay and
could have continued access to a a reasonable volume of
trade credits.

5., This proposal would result in a less negative impact on
the domestic budgets of creditor governments than current

ad hoc bridging measures.
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Cons

1. This approach could create incentives to "under report"
foreign exchange earnings, and would require maintenance
of a complete and accurate data base, preferably by an
objective third party. Even if a country were to agree
to such monitoring, the concept of gross export earnings
may not be an accurate measure of a country's ability to
repay debt.

2. In some countries, such as Brazil or Mexico, the proportion
of gross earnings required to make the EPNs marketable
would have to be something like 50%. It is hard to
imagine a country accepting such an extraordinary
mortgaging of its future earnings.

3. It is questionable whether EPNs would, in practice, be
negotiable. Given that EPNs would be issued only by
countries experiencing financing difficulties it is
unlikely that a strong secondary market would exist for
them, especially if a country were to fail to comply
with the IMF program established at the time the EPNs
were issued. It is also questionable that conversion
of debt into "equity-type" notes would strengthen a
bank's balance sheet, given the uncertain amount of
payment involved in the EPN, Bank examiners and auditors
would require banks to carry EPNs at substantial discount
under face value. This would mean that banks would take

an immediate loss on these loans. At a minimum, debt
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rescheduling provides creditors fixed schedules for
receiving fixed amounts of repayment - creditors are
not, in such a direct sense, dependent on the vagaries of
the debtor country's foreign exchange earnings.

4, The complexity of implementing the proposal makes it
doubtful that it could be negotiated successfully.

5. The rate of return on an EPN would be related to a
country's ability to pay rather than on the cost of
the funds lent or the risk involved in extending the
credit. This concept is an anathema to commercial banks.

6. Once the percentage of foreign exchange earnings to be paid
to holders of EPNs was set, the debtor would have less
incentive to reallocate its domestic resources toward
production of export goods since increasing exports would
directly increase debt service payments.

7. 1In the case of problem debt countries the flow of funds from
the IMF and other publice sources is not nearly enough to
cover the current account deficit, so that EPNs would not

solve the refinancing problem,
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Analysis
of

Retroactive Terms Adjustment

Proposal: The United States should begin to implement Retroactive
Terms Adjustment as authorized under the Foreign Assistance

Act of 1961 as amended.

Background

In March 1978, the Trade and Development Board of UNCTAD adopted, with
U.S. concurrence, a resolution stating that "developed donor countries
will seek to adopt measures for adjustment of terms of past bilateral
official development assistance, or other equivalent measures."” 1In
effect, the proposal has come to mean debt foigiveness for the pocrest

nations.

To implement the UNCTAD Resolution on Retroactive Terms Adjustment (RTA),
Congress amended the Forgign Assistance Act of 1961, Section 124 (c),
which provided that "prior assistance terms should be consistent with
present grant assistance for relatively least developed countries....
Therefore, the President on a case-by-case basis may permit a relatively
least developed country to place amounts which would otherwise be paid

to the United States as payments on principal and interest on liability
incurred by that country into local currency accounts for use by the
relatively least developed country, with the concurrence of the Administrator.
of the agency primarily responsible for administering this part, for
activities which are consistent with section 102." The President also
may waive interest payments owed by a relatively least developed country
if he determines that the country would be unable to use for development

purposes the eguivalent amounts of local currencies,
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U.S. legislation does not give authorization for a blanket write-off
of debt. Rather, it allows conversion of principal and interest owed
for a specific year by a specific country for use in development projects

approved by the AID Administrator.

U.S. Implementation of RTA

The implementation of Sec. 124(c)} requires that the Administration include
in its annual budget request the amount to be converted to local currency.
This amount must be authorized and appropriated by Congress, For FY 1980,
the Administration requested 510,845,000 which passed all committees but
was dropped in conference, For FY 1981 the Carter Administration requested
$18.8 million, but this was dropped under the Reagan budget revision.

There have been no requests in the past two years,

Of the 29 countries on thé UN list of countries iéentified {in 1976) as

least developed, the Carter Administration proposed in both requests that

14 receive the benefits of RTA., (Eighteen of the 29 countries had outstanding
debt service owed to the U.S. of $420.9 million in FY 1982). The 14 were:
Bangladesh, Benin, Botswana, Guinea, Haiti, Malawi, Mali, Nepal, Niger,
Somalia, Sudan, Tanzania, Uganda, and the Yemen Arab Republic. (See
attachment for table on debt and debt service.) Others not included were
eliminated for political reasons (e,q., Ethopia, Democratic Yemen) or did

not have debt liabilities owed to the United States, AID estimates that

debt servicing owed by the fourteen countries to the United States subject to

RTA conversion would be as follows:

FY 1983 ~ §11.6 million
FY 1984 - 12,7 million
* FY 1985 - 14.4 million
FY 1986 - 15.3 million

$64,0 million
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Therefore, implementation of RTA, as provided for in the Foreign Assistance

Act, would be relatively simple, inexpensive, and would be compatible with

bilateral considerationsand needs.

Pros

1.

Implementation of RTA directly meets the U.S. international commitment.

Implementation of RTA would conform to the present U.S. policy of

providing only grants to the least developed countries.

The legislation allows for selective consideration of countries based
on need and foreign policy/political relationships {(e.g., for Sudan).
In addition, countries would not have to be included in RTA actions

every year.

Implementation is relatively inexpensive and for FY 1986 would cost

$15 million for fourteen countries.

The use of local currency resulting from RTA would require the AID
Administrator's concurrence and thus allows U.S. control on these

resources.

Such action would give the United States international political mileage
at relatively little cost. It could have a positive psychological

effect on "doing something" about debt and the U.S. leadership role,.

RTA-backed development projects could still be open to U.S5. procurement

opportunities thus expanding U.S. exports.
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8. Implementation now of retroactive terms adjustment (RTA) could take
some of the steam out of a building UNCTAD issue that could be too
heated by Spring to reseolve reasonably to our satisfaction. It also

would be responsive to the Brandt II report,

Cons
1. The U.S. has sufficiently met its international obligations as
stated in the phrase "or other equivalent measures' by extending

assistance only on a grant basis to the least developed countries,

2. During a recession period and tight budget situation, the U.S.

public may not endorse converting U.S. aid assets to grants.

3. Any recquest for RTA budget authority may be taken at the expense

of other AID budget items,

4, The debt rescheduling process, supplemented by moderate amounts of
new lending in support of sound economic programs, are the appropriate

prbcedures for correcting debt-servicing difficulties.
5. The program is a permanent loss in revenue, albeit small.

6. The requirement for annual requests to Congress keeps the program in
the political spotlight (although AID budget requests face traditional

opponents on the Hill annually).

7. It is largely a symbolic gesture which fails to address the larger

problem.
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Country
Bangladesh
Benin
Botswana
Guinea®
Haiti
Malawi
Mali
Nepal
Nigeté
Somalia
Sudan
Tanzania
Uganda
Yeman Arab Republic

Total Debt?

6,137.8
718.0
310.0

1,620.9
463.9
867.3
830.8
650.3
915.3

1,316.0

6,004.1

2,341.1
779.9

1,746.9

Debt Data for Proposed RTA Recipients*

(u.s.

Interest
Payments
46.3

9.6
6.7
21.8
6.0
50.3
6.8
2.6
33.8
3.6
29.2
34.4
10.4
10.0

*WYorld Debt Tables, World Bank, February 1983.

a. Public/publicly guaranteed medium and long-term external debt outstanding including undisbursed.

$ Millions)

Total Debt Service

1981
97.
21.

8.
82.
20.
88.
36.

4.
63.
16.

110.

107.
50.
58,

9
8
7
6
0
7
5
9
1
1
7
1
3
7

1982
135.5
51.0
25.9
131.0
12.5
114.6
39.8
6.0
105.8
64.5
685.4
95.3
122.2
66.8

b. Total debt service as a percent of exports of goods and all services.
c. Total debt service as a percent of gross national product.
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1984
209.5
78.4
31.1
126.1
21.4
95.0
61.8
10.5
104.7
86.7
751.6
137.8
50.8
104.7

Debt-Service Ratiob

1980
5.6
.6
1.7
6.1
3.9
4.5
1.3
1.5
2.2
3.5
7.2
7.2
4.2
1.1

1981
6.9
2.2
1.’
5.3
5.4
5.4
2.9
1.6
3.8
6.1
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ANALYSIS OF THE
DEVELOPING-COUNTRY DEBT CORPORATION

Issue: A quasi-public institution, the Developing-Country Debt
Corporation, should be established which would sell debt
paper and guarantee debt-servicing to private/institutional

investors.

Proposal: After the debt crisis subsides, an institution should be
created that supports creditworthy commercial lending to developing
countries and helps ensure that borrowing needs (e.g., maturities)
are matched with prudential lending principles, This concept
would not be designed to correct guestionable lending or
support countries that are in difficult debt-servicing straits.
Rather, it is envisioned as a secondary market device designed
for "healthy" borrowers and an enhancement to the strength of the

international financial system.

Under this proposal, the Developing-Country Debt Corporation, a
quasi-public institution, would buy commercial paper for
developing-country loans from private banks. Such paper would
have to qualify to specific creditworthiness standards that would
be developed by the Corporation's Board of Directors. The
Corporation would then offer the paper to longer term investors
with a guarantee at a lower than market rate. (With the
guarantee, less risk is involved and thus the rate would decline

from market levels,) The guarantee could cover any prbportion

Approved For Release 2008/10/24 : CIA-RDP85-01156R000200270007-0



Approved For Release 2008/10/24 : CIA-RDP85-01156R000200270007-0

of the loan, i.e., 100 percent, 50 percent, 30 percent. The
developing country would then pay debt~servicing obligations

to the Corporation at a longer maturity and lower interest. The
investor would be backed in whole or part, by the Corporation's
guarantee., This device would better enable borroweré to match
maturities with project needs and would offer more attractive

interest rates.

The Corporatiocn would require initial capitalization from creditor
countries, but would operate on a ;elf-sustaining basis (similar

to the Overseas Private Investment Corporation). The contributions
would be repaid from profits in a manner determined by the

Corporation's charter.

Background: A number of secondary market proposals have surfaced which are
*variations of the above proposal. Governor Wallich hgs proposed
that commercial banks package developing-country loans (much as a
bank might do for mortgages) for sale much as investment banks
might do. The question arises why investment bankers are not
already packaging such loans, What is needed is a guarantee to

make such transaction more secure and acceptable,

Other secondary market proposals, such as the commercial-debt
rediscount facility, would not necessarily meet the maturity issue

of matching bank liabilities and assets, and at the same time meet
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Pros:

Cons:

-3 -

project lcan needs of the borrowers. World Bank cofinancing
operations, for example, resolve this by having private lenders
take the shorter-term portion of loans and the World Bank takes

the longer-term risk.

The Debt Corporation would allow improved distribution of

risk and less concentration among private lenders.

The Corporation would better match commercial resources to
developing-country financing needs, i.e,, maturity and interest

rates.

Such a facility would encourage continued capital flows to developing

countries.

Creditworthiness standards and guidelines would be developed and

enforced.

The secondary market institution would be self-supporting after

initial start-up funding.

The facility would add greater confidence to the international

financial system.

There may be some objections by governments to establishing another

institution (or facility within the World Bank or IMF).
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2. There may be objections to participating in the facility's
initial capitalization.

3. As the debt obligations would have to meet creditworthy standards

and would have to be competitively priced, it is unlikely that

the countries most in need would be eligible.
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Proposal Establish a "Safety Net" for Commercial Banks

Purgose

Banks have curtailed new lending to developing countries
because of a perceived increase in risk. This proposal is
intended to reduce the perceived risk by diversifying it:
banks would contribute a small percentage of the amount of
the loan to a central fund and draw on the fund if the loan
went bad and they encountered "financial difficulties.”

(a) Institutional Framework. A new institution would

probably have to be created. If an official entity, it

could be placed within an existing institution (e.g., the
Trust Fund within the IMF). Such an institution could be
endowed with decision-making powers, or could be a forum for
coordinating uniform (but separate) implementation by indivi-
dual governments and central banks of an agreed set of guide-
lines, If created voluntarily by private banks, it would have
to work closely with international institutions and national
autheorities,

(b) Eligible Loans. While all sovereign risk loans

could be covered, the scheme might be applied only to certain
categories. It would probably be necessary to exclude lending
to the foreign private sector since it might be difficult to
determine whether non-payment was due to commercial causes

or to the inability/refusal of the authorities to provide
foreign exchange. Short-term credits perhaps should also

be excluded, since the cost could be prohibitive.

(c) Terms of Contribution. Banks would contribute an
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established percentage of each eligible loan to the central

fund at the time of disbursement. In principle, the borrower
would not be paying a higher rate on the borrowing, since the
bank's payment would represent an insurance, i.e., risk, premium
that would be reflected in the standard terms on loans to that
borrower.

{d) Recourse to the Central Fund. Payments from the

central fund would be made to banks that encountered "financial
difficulties" as a result of debt servicing problems on loans
against which they had made a contribution to the fund. That
is, the emergence of arrears would be a necessary but not a
sufficient condition to trigger payments. "Financial diffi-
culties" could be defined as arrearages of a certain magnitude
or as liquidity problems (which would arise because market
perception of weakness due to losses resulted in sharp tiering
or total exclusion of the bank from the deposit and money
market).,

(e) Official Support to the Central Fund. To be credible,

the central fund might require some assurance of support from
governments if its own resources were inadequate to meet calls
on it, If the triggering condition were liquidity problems

of the nature that central banks traditionally are prepared

to respond to, lines of credit from central banks are con-
ceivable. More likely, though, official support would have

to be available in the form of callable capital. Official
support would of course only be relevant if the central fund

were an official entity.
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Analzsis

This proposal is somewhat similar to various insurance
and guarantee schemes that have been advanced over the years,
particularly to meet perceived "recycling" problems. A
number of these were examined by the IMF/IBRD Development
Committee's Task Force on Non-Concessional Flows. Some time
was spent discussing the merits of a new mechanism {(a Multi-
lateral Partial Guarantee Framework) drawing on the various
schemes proposed. The Task Force, after conducting a seminar
with representatives of private banks, did not reach a conclusion
on the MPGF, recommending only that future consideration of
guarantees reflect certain principles (see pp. 33-36 of May,
1982 Report) such as the desirability of guaranteeing only
later maturities.

A suggestion by World Bank President Clausen to explore
creation of a Multilateral Investment Insurance Agency (see
IBRD document R 82-225, July 14, 1982) also entails certain
similarities. However, it pertains to direct investment
rather than bank lending.

A list of specific pros and cons on the proposal follows.
Pros
1) Would increase confidence among private financial insti-
tutions and markets; would supplement existing lender-of-last-
resort understandings.

2) If established voluntarily by private banks, would avoid
the major stumbling block posed by negotiation among govern-
ments and obtaining legislative approval.

3) wWould sensitize banks to the risks involved in
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international lending and induce them to carry out better
country risk analysis.

Cons

1) Banks would not be likely to make their contributions
out of profit margins. Rather, they would strive to offset
the contributions by charging higher fees or wider spreads.
2) Questionable whether banks would actually make available
more funds than in absence of scheme (additionality).
Unlikely a partial guarantee on risky lending will lead to
more 1ending;

3) Might have to apply to all or vast majority of banks

in order to be effective, but compulsion via coordinated
statutory or regulatory measures is probably not feasible,
(N.B., If formed without official involvement, banks would not
face official pressures. Also, if formed by governments,
scheme would presumably be attractive since underlying condi-
tions would be worse than now,)

4) Establishing and operating institutional framework is

likely to be extremely complex, e.g.,

specifying which loans are covered;

- assessing risk of particular loan and determining ap-
propriate percentage of contribution to central fund
(if the percentage did not vary to reflect different
levels of risk, lending would be distorted);

- specifying conditions governing recourse to central

fund;

- <collecting contributions (and determining how interest
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on contributions is to be paid, if at all};
- establishing voting rights, if institution has decision-
making powers,
5) Would probably require substantial callable capital (hence,
authorization and appropriations), possibly substantial
amounts, from governments.
6) Might encourage LDCs to overborrow and/or banks over-

lend, postponing necessary adjustment.
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Debt Commission

Description: Establishing an international debt commission
also has been proposed. Such a commission would monitor debt
conditions, establish uniform criteria for debt rescheduling,
and help prevent debt crises by encouraging appropriate
advance actions,

An international debt commission could be appointed by a
neutral body such as the World Bank or the IMF and would
have representatives from creditor and borrowing-country
governments, commercial banks, and other neutral representa-
tives. The commission should not have more than 12-20
persons,

This commission would work closely with the Institute for
International Finance (proposed by a private commercial
bankers group, chaired by William S. Ogden of Chase Manhattan
Bank and referred to as the "Ditchley II" group) which has
been organized by 31 major lending institutions. They will
establish a research organization to collect detailed
information about the economies of debtor countries and

their future borrowing plans.

Pros

o It might be a neutral body willing to take actions
necessary to help resolve the debt crisis.

o An international meeting has already been proposed
by people involved in the debt dilemma and is likely
to be an acceptable nonradical step.

o It does not commit governments to specific actions or
funding.

o It could be established immediately without time-consuming
implementation.

o It is similar to past proposals by developing
countries and its creation would help diffuse calls
from developing countries for more radical action.

Cons

o As creditor and debtor countries would both want to
influence the selection, there could be political
dissension on representation, and possibly North-South
confrontation on issues.
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© Unless its activities were directly coordinated with
the IMF programs, it may result in delaying needed
adjustment,

0 The commission would simply duplicate efforts of
other organizations., The world Bank already collects
debt data, though it needs to do more. The IMF
already encourages appropriate advance actions by
countries likely to run into serious financial
trouble through its Article IV consultations. The
Paris Club works to ensure uniform treatment
of debt rescheduling, but is also flexible enough to
make adjustments when needed.

o By attempting to ensure uniform criteria for debt
rescheduling the commission may inhibit needed
flexibility, especially if it were "neutral" instead
of currently being run by the major industrial
nations.
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A secondary Market - A guaranteed secondary market for trade paper
guaranteed both by national export credit insurers {(e.g. FCIA
domestically and MITI, COFACE, etc. abroad) and an international
institution (i.e. IMF, BIS) would provide sufficient backing for the
paper to be resold on capital markets. Banks would originate and
authenticate the export paper, while the national credit insurers
and the international guarantor would cover the political default
risk.

rhe lack of sufficient trade finance can cause reductions in trade
beyond what might have been planned as part of an adjustment program
would have required under IMF programs, Countries seeing their
access to these lines of credit being rundown have been forced to
freeze repaynents unilaterally. 1In some cases a stalemate has been
reached -— banks are reluctant to provide new credits and countries
are refusing to payback old loans without commitments to fresh
funds. Often this situation does not reflect an inability to pay,
but only a reluctance to allow banks to desert a country in a time
of need. The banks desire to cut and run reflects a lack of
confidence which needs to be reestablished.

providing a guarantee facility for short term trade paper would
provide the confidence building measures required to maintain normal
trade finance. A secondary market would provide a way for banks to
reduce exposure in individual and the guarantee countries,

To some extent this proposal is similar to normal bankers acceptance
markets except by providing the guarantees of an Ex-Im or it would
increase marketability of the paper and allow for IMF pooling of
impossible trade paper for resale.

panks would continue to originate and authenticate the trade paper
as well as process the transaction through normal letter of credit
transaction. They would forward the rights to the proceeds of the
sale to the international institution who would sell shares of a
pool of 90 day paper or 120 day paper to investors. Upon maturation
the bank would forward the proceeds to the BIS who would pay off or
roll over an investors share. This packaging is similar to the way
some banks handle mortage pools grouping together a number of
mortages and selling pieces to investors.

The international institution or Ex-Im could guarantee only a
portion of the paper to assure bank participation. Only that
percentayge of the paper that is guaranteed would be subject to sale
on the secondary market.

Pros

o 1t would use private captial markets to assure adequate
finance for normal commercial transactions, Barring a
default, it would not bail out the banks or the LDCs - it
would only be a confidence building guarantee facility that
would be paid for by the banks and LDC companies,.
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o] It would take the uncertainty out of an important part of
LDCs' financing requirements and allow time for medium and
long term packages to be assembled,

'e] A significant amount of bank liquidity could be freed up
for other lending and it would reduce their exposure to
individual countries.

o It would assure that essential imports reach debt-strapped
LDCs and that their exports could be shipped in a timely
fashion., This would prevent unnecessary contractions in
trade flows and develop the climate for trade expansion
that is neccessary for eventual debt repayment and for OECD
recovery.

o It builds on similar guarantee mechanisms operating in many
countries (i.e. FCIA) which do not now provide a secondary
market and often do not operate in crisis situations.

cons
o Establishing the facility would be difficult and

complicated, to establish, particularly given the
short-term nature of trade credits.

o] Eligibility requirements might involve some political
decisions regarding which countries would be allowed to use
it.

(o} The BIS or IMF would resist taking on this role and a new

facility might have to be developed.

o Banks may be unwilling to pay the premium for the guarantee
and instead pass it on to LDCs.

o If default did occur the guarantee facility would be liable.
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Large Scale Debt Restricturing

Progosal

Several public proposals have called for a comprehensive
restructuring of LDC debt. There are two basic elements in
these proposals.

- Buyout of debt: A new international institution

replaces the banks, in whole or in part, as the creditor of
LDCs. In place of claims on the LDCs, the banks receive claims
on this new institution. These claims have a face value less
than that of the LDC debt they replace, but are secure assets
because debts of the new intermediary are guaranteed by Western
governments. The new institution might be organized under the
aegis of the IMF or the World Bank.

- Rescheduling: Once the new institution has taken

over as the principal creditor of LDCs, it reschedules their
debt into longer-term claims at reduced interest rates,

Description

Debt restructuring plans are meant to serve two purposes,
The first is to insulate the financial system from the risk of
disruption due to declaration of a debt moratorium or repudia-
tion by one or more debtors. Since the banks would no longer
hold direct claims on the countries, such an event would no
longer threaten to provoke a banking panic or drive any banks
into insolvency =-- although it weoculd impose substantial costs

on the governments which guarantee the institution’s debt.
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The second purpose is to overcome the problem of
coordination in rescheduling. By replacing a number of banks
with a single official creditor, the plans could help overcome
the "free rider” problems which have made rescheduling
difficult to achieve, e.qg., the_efforts of regional banks to
reduce their exposure.

None of the proposals has been fully developed. The most
detailed is a proposal by Peter Renen, of the Group of Thirty,
which can serve as a reference point.

RKenen's plan calls for the creation of a new institution,
the International Debt Discount Corporation (IDDC). This
corporation would have some capital subscribed by developed
country governments.

The IDDC would issue long-term bonds to banks in exchange
for the debts of LDCs, at a discount of perhaps 10 percent. It
would then reschedule LDC debts into longer term claims, using
part of the 10 percent extracted from banks to provide debt
relief in the form of lower interest rates or grace periods.

The operations of the IDDC would be subject to the
following limitations:

(i) The IDDC would deal only with countries which
recognized it as successor claimant to the banks;

(ii) It would limit its activities to countries which have
agreed on an IMF-sponsored stabilization program;

{iii) The IDDC would accept only debts which are either

direct claims on governments or guaranteed by governments;
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{iv) Debt which is already guaranteed by developed
countries would not be accepted (a restriction designed to
exclude much of the European lending to Poland).

(v) Banks would not be allowed to choose which debts to
discount: 1if a bank wanted to discount 60 percent of its
claims on LDCs doing business with the IDDC, it would be
required to discount 60 percent of its claims on each country.

{vi) The IDDC would not operate on a continuing basis,
allowing banks to choose when to discount their claims: it
would make a one-time offer,

(vii) Finally, the IDDC would not tailor its rescheduling
to individual countries. Instead, it would offer a standard
rescheduling package.

An alternative plan has been proposed by Felix Rohatyn of
Lazard Freres. In Rohatyn's plan, as in Renen's, an intermed-
iary would be created, perhaps within the IMF or the World
Bank. This new intermediary would replace banks as the
claimant on LDCs, and banks would receive long-term bonds
guaranteed by Western governments. The principal difference
from the Kenen proposal is that Rohatyn calls for a large
write-down on the debt in the form of strongly concessional
interest rates: twenty-five year debt at 6 percent was
suggested. He also suggests that countries dedicate some

sources of foreign exchange to debt service.
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Pros

- Reduced Risk to Financial System: Banks would no

longer be at risk from failure of countries to pay, because
that risk would be assumed by Western governments. Thus the
danger that LDC debt problems could lead to a financial system
collapse would be removed.

- Improved coordination: Buying out the banks,

especially small creditors, might make rescheduling much easier
to accomplish.
cons

- Bailout of Banks: Unless the LDC debt is acquired at

a substantial discount, a debt restructuring could appear to be
a bailout of banks, creating political difficulties now and
encouraging irresponsible lending in the future., The
appearance of a bailout could be particuarly strong if a debtor
country should in fact fail to pay its debts and Western
governments end up making up the difference. Given the diffi-
culty in obtaining Congressional approval of gquota increases
and multilateral development bank replenishments, it is hard to
believe that Congress would agree to what would appear to be a
massive bail-out of commercial banks and less-developed coun-
tries.

-- Bailout of Countries: To the extent that the re-

structuring involves concessional interest rates or other debt
relief, it might appear to be a bailout of countries from the

consequences of irresponsible policies. It is also arguable
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that once an international agency has become the major creditor
of LDCs it will be difficult to avoid a progressive shift to
more concessional terms., As with a bailout of banks, this
could both raise political difficulties and encourage
irresponsible behavior in thé future.

-— Premature Forcing of the Issue: A final objection to

a debt restructuring plan is that it could force a writedown of
bank debt at a time when there remains a reasonable possiblity
that no writedown will prove necessary. If banks are forced

into a premature writedown the effect would be the opposite of

a bailout, and future lending would be discouraged.
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Buyout of Small Creditors

Proposal

An official buyout of small creditors of LDCs could ease
the refinancing problem by reducing the number of parties at
debt rescheduling negotiations, and at refinancing
negotiations. If official sources were to take the place cf
regional banks anxious to withdraw, the larger banks would not
have to pick up the regional bank share and would avoid
increasing their exposure as much as they have had to in the
most recent refinancing.

Description

The basic mechanism of a small creditor buyout would be
the following: an official loan would be made to a debtor
country for the express purpose of repaying small creditors.
This loan might be provided in a variety of ways; a special SDR
allocation seems a likely candidate. The buyout would then
proceed according to some rule. There appear to be two main
options for the rule:

1. Buy out all creditors below some maximum size. E.g..
all banks with less than $10 million exposure in a country
might be bought out.

2. Buy out a maximum amount of any creditors' claims.
E.g., any creditor can sell off $10 million in debt.

The second option would require a larger official loan,
but would avoid some pecularities, such as refusing a buyout to

banks just above the size limit.
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Pros

-- Reducing "Free Rider" Problems: By eliminating

small creditors, a buyout would leave a more concentrated group
which would be able to.better coordinate refinancing and
rescheduling.

- Limiting Exposure of Large Banks: Major creditors

would not be required to increase further their share in LDC
debt. This would help limit the risks to the financial
position of these banks, and thus to the financial system as a
whole.

Cons

-— TIncreased Official Inveolvement:

A buyout would increase the official role in the
refinancing process. This is undesirable in general and is
particularly troublesome given the political opposition to
anything resembling a bank bailout.

-— Incentives for Excessive Lending: The precedent of a

buyout of small creditors could@ encourage irresponsible lending
by small banks in the future. In the case of Mexico, heavy
lending by U.S. regionals was an important factor in the

1980-81 debt explosion.
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